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PLANNING FOR ACTIVE STATUS UNDER THE SEVEN
TESTS OF MATERIAL PARTICIPATION IN THE
INTERNAL REVENUE CODE SECTION 469
TEMPORARY REGULATIONS
BY ALAN KARNES,*
RANDALL HAHN,**
AND LYNDON SOMMER***

I. INTRODUCTION
The Tax Reform Act of 19861 created section 469 of the Internal Revenue Code.2 Section 469 was established to discourage taxpayers from sheltering income derived from wages and
* Professor Karnes practiced public accounting for five years before beginning his
academic career. He was graduated third in his class from the Southern Illinois University
School of Law. He also has a graduate degree in Accounting from Ball State University. He
is the author of several tax and accounting articles. His articles have appeared in journals
such as The Review of Taxation for Individuals, The Southern Illinois University Law
Journal, The InternationalJournal of Accounting Educationand Research, The Accounting
Educators'Journal,The Oil and Gas Tax Quarterly, and The Virginia Accountant. He is a
member of the American, Illinois and Jackson County, Illinois Bar Associations, the Section
of Taxation of the American Bar Association, the American Institute of Certified Public
Accountants, and the American Accounting Association. He is licensed to practice law and
accounting in Illinois.
** Professor Hahn also practiced public accounting before beginning his academic
career. He earned his Doctorate at the University of Kentucky. He previously published
tax related articles in journals such as The Journal of Taxation, The Southern Illinois
University Law Journal,The Oil and Gas Tax Quarterly,and Taxation for Lawyers. He is a
member of the American Institute of Certified Public Accountants and the American
Accounting Associations. He is a licensed Certified Public Accountant in Kentucky and an
Associate Professor of Accountancy at Southern Illinois University.
*** Mr. Sommer is a former member of the nationally ranked Southern Illinois
University debate team. From 1982 to 1984, he was the recipient of first place debate
awards seven times. From 1984 to 1986 he co-authored seven debate handbooks published
by the Allan Publishing Co. of St. Louis, Missouri. He has authored tax articles in The
Review of Taxation for Individuals and the Journal of Small Business Taxation. Mr.
Sommer is a second year law student at Southern Illinois School of Law.
1. Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat. 2085 (October 22, 1986).
2. I.R.C. § 469 (1986).This article is concerned with the seven tests of material
participation contained in the temporary regulations as they apply to taxpayer interests in
trades or businesses. Section 469 and the temporary regulations also contain special rules
for limited partnerships, certain closely held corporations, rental real estate activities and
working interests in oil and gas properties. For more detailed discussions of the mechanics
of Internal Revenue Code Section 469 and special rules applicable to the above entities, see
generally Auster, PartnershipLoss Deductions, 19 TAX ADVISOR 147 (1988); Bandy and
Kramer, Planning with the Passive Activity Loss Regulations, 19 TAX ADVISOR 753 (1988);
Degraw, RetributiveJusticefor Tax Shelter Investors: The Tax Reform P.A.L., 61 TEMP. L.
REV. 51 (1988); Fenton and Hahn, Passive Activity Losses: The Oil and Gas Working
Exception, 37 OIL & GAS TAX Q. 16 (1988); Halpren, Malman, Schenk and Sims, The Passive
Activity Loss Limitation Rules: Where are We Now?, 12 REV. OF TAX. OF IND. 187 (1988);
Karnes, Joy and Rivers, Working Interestsand the PassiveLoss Rules, 37 OIL & GAS TAX Q.
35 (1988); Lewicki, The Regulation of Tax Shelters and New InternalRevenue Code Section
469: A Complex and Unnecessary Addition to the War on Abusive Tax Shelters, 19 PAC. L.J.
101 (1987); and, Note, The Passive Loss Rule: Closing the Door to a Tax Shelter While
Opening the Floodgates to Interpretation, 39 RuT. L.REv. 591 (1987).
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investments with losses generated by passive activities.3 While difficult to estimate, it is believed that investment in passive activity
tax shelters increased ten-fold between 1976 and 1983, from
approximately $2 billion to $20 billion.4
A passive activity is the conduct of any trade or business 5 in
which the taxpayer does not materially participate.6 On the other
hand, if the taxpayer materially participates in the conduct of a
trade or business, that activity will be considered non-passive
(active). 7 Under Internal Revenue Code Section 469, active and
passive interests receive substantially different tax treatments.
Passive activities will generate passive activity income, losses,
and credits.8 Further, passive activity losses can only be used to
reduce passive activity income 9 and any unused losses are suspended. 10 Once suspended, passive losses are only available to
reduce future passive activity income unless the entire interest is
disposed
of in a fully taxable transaction." Passive activity cred-3
12
its

can only offset taxes attributable to passive activity income.'

Unused passive activity credits are suspended and carried forward.' 4 Unlike suspended passive activity losses, suspended passive activity credits are subject to permanent disallowance. The
Code does not contain a section for suspended passive activity
credits comparable to Internal Revenue Code Section 4 69 (gXl)
which allows suspended passive activity losses to be utilized in the
year the passive activity that generated the suspended credit is
3. S. Rep. No. 313, 99th Cong., 2d Sess. 716, 719, reprinted in 1986-3 C.B. 716, 719
(1986).
4. J. BIRNBAUM & A. MURRAY, SHOWDOWN AT GuCCIE GULCH 10 (1987).
5. I.R.C. § 162(a) (1982).
6. I.R.C. § 469(cXl) (1986).
7. Id. For a discussion of the definitions of "material participation," see infra notes 3543 and accompanying text.
8. I.R.C. § 469(d) (1986). Passive activity income is any income generated from passive
activity except any gross income from interest, dividends, annuities, or royalties not derived
in the ordinary course of business; expenses other than interest which are clearly and
directly related to such gross income; interest expenses properly allowable to such gross
income; gain or loss attributable to the disposition of such property producing income or
gain or loss held for investment; or any return on working capital. See I.R.C.
§ 469(eX IX1986). Passive activity losses are the amounts by which the aggregate losses from
all passive activities for the taxable year exceed the aggregate income from all passive
activities for such a year. See I.R.C. § 469(d(1X1986). Passive activity credit is the amount
(if any) by which the sum of the credits from all allowable passive activities exceeds the
regular tax liability of the taxpayer for the taxable year allocable to all passive activities. See
I.R.C. § 469(dX2X1986).
9. I.R.C. § 469(aX) (1986).
10. I.R.C. § 469(b) (1986).
11. I.R.C. § 469(gXl) (1986).
12. I.R.C. § 469(dX2) (1986).
13. I.R.C. § 469(aXlXB) (1986).
14. I.R.C. § 469(b) (1986).
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disposed of in a taxable transaction. 15
Non-passive activities will generate active income, losses, and
credits.'" Active losses and credits are available to offset all types
of income, whether from wages, investments, other non-passive
activities or passive activities, 7 subject only to other loss limitation
rules such as Internal Revenue Code Section 465 (At Risk Rules)
and Section 183 (Hobby Loss Rules).' 8
For those taxpayers holding loss generating passive activity
investments, the sting of Internal Revenue Code Section 469 is
becoming more uncomfortable each year as the phase-in rules disallow larger shares of those passive losses and credits.' 9 Taxpayers
with suspended passive losses and credits have three basic strategies they can pursue in an attempt to utilize the suspended losses
and credits. First, the entire passive activity generating the suspended losses and credits can be disposed in a taxable transaction.2 ° Second, passive income generators ("PIGs") can be
purchased. 2 1 Third, the taxpayer can materially participate in the
activity and convert the existing passive activity into a non-passive
22
activity.

This article will address the third choice. 23 Temporary regulations were issued in February 1988 which defined material participation. These regulations established seven tests to determine if a
taxpayer materially participated in an activity for the purposes of
Internal Revenue Code Section 469(c) and (h).24 The next section

of this article will examine the type of work that qualifies as participation. The seven tests of material participation will then be analyzed and strategies will be suggested for meeting each of the
tests. The last section of this article will discuss the definition of an
15. I.R.C. § 469(gX1) (1986).
16. I.R.C. § 469(d) (1986).
17. See I.R.C. § 469(a) (1986).
18. I.R.C. § 465 (1986); I.R.C. § 183 (1986).
19. INTERNAL REVENUE CODE Section 469(1) provides a gradual phase-in of the Section
469 disallowance rules for activities which were owned by the taxpayer before the
enactment date of the Tax Reform Act of 1986. I.R.C. 469(1) (1986). The disallowance
percentages for the phase-in period are as follows: 1987-35%, 1988-60%, 1989-80%, and
1990-90%. Id. Beginning in 1991, all passive losses and credits will be subject to a 100%
disallowance. Id.
20. See I.R.C. § 469 (g) (1986)
21. See LEWICKI, The Regulation of Tax Shelters and New LR.C. § 469: A Complex and
Unnecessary Addition to the War on Abusive Tax Shelters, 19 PAC. L. J. 101 (1987).
22. Temp. Reg. § 1.469-5T(aX1988).
23. The other two options are often inappropriate for many taxpayers. The taxpayer
may not wish to dispose of the passive activity, and "PIGs" force taxpayers to totally change
their portfolios. For discussion of the other two choices, see Bandy and Kramer, Planning
with the Passive Activity Loss Regulations, 19 TAX ADVISOR 753 (1988).
24. Temp. Reg. § 1.469-5T(a) (1988).
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activity within the context of Internal Revenue Code Section 469
and the related temporary regulations.
II.

WORK QUALIFYING AS PARTICIPATION

The temporary regulations make it clear that the following
types of work will not be considered participation for the purposes
of Internal Revenue Codes Section 469:
1.

2.

Work that is not customarily done by an owner if
a principal purpose for the performance of such
work is to avoid the passive loss rules,2 5 or
Work done by an individual in connection with
capacity as an invesan activity in the individual's
26
tor in the activity.

Any other work done by an individual in connection with an
activity in which the individual owns an interest at the time the
work is performed will be considered participation. In addition,
the capacity in which an individual performs services is not relevant as long as it is not one of the two proscribed capacities mentioned above.2 8
Further, the temporary regulations provide married taxpayers
a degree of flexibility in structuring interests to take maximum
advantage of the participation tests. Participation in activities by
an individual's spouse shall be attributed to the individual for the
purposes of the material participation tests. 29 Attribution of
spousal participation to satisfy the material participation tests shall
be made without regard to whether the spouse has an ownership
interest in the activity, 30 or whether the taxpayer and the tax31
payer's spouse file a joint return for the taxable year.
The temporary regulations also take a somewhat lenient position concerning the documentation of an individual's participation
in an activity. The extent of an individual's participation in an
activity may be established by any reasonable means. 3 2 Contem25. Temp. Reg. § 1.469-5T(fX2Xi) (1988).
26. Temp. Reg. § 1.469-5T(fX2Xii) (1988). Work done by an individual in the capacity
of an investor shall include studying and reviewing financial statements or reports,
preparing or compiling summaries or analyses of the finances or operations of the activity
for the individual's use and monitoring the finances or operations of the activity in a
nonmanagerial capacity. Temp. Reg. § 1.469-5T(fX2XiiXB) (1988).
27. Temp. Reg. § 1.469-5T(fXl) (1988).
28. id.
29. Temp. Reg. § 1.469-5T(fX3) (1988).
30. Id.
31. Id.
32. Temp. Reg. § 1.469-5T(fX4) (1988).
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poraneous daily time reports or logs are not required as long as
other reasonable means of establishing an individual's participation are established. 3 Reasonable means of documenting an individual's participation include the identification of services
performed or approximate number of hours spent performing
services based on appointment books, calendars, or narrative summaries.3 4 Although the temporary regulations seem to indicate a
limited amount of recordkeeping is sufficient to document an individual's participation in an activity, it may be wise for taxpayers to
maintain daily time logs to avcid a dispute over the amount of
qualifying participation in each activity.
III.

THE SEVEN TESTS OF MATERIAL PARTICIPATION

Internal Revenue Code Section 469 established "material participation" as the controlling factor in determining whether an
activity is to be treated as passive or active. 35 The Code requires
the taxpayer to be involved in the operations of an activity on a
regular, continuous, and substantial basis.3 6
The temporary regulations of 19883' established seven tests to
determine if the taxpayer's participation in the operations of an
activity is material under Section 469 of the Code. An individual is
treated as materially participating in an activity under the temporary regulations if and only if:
1. The individual participates in the activity for
more than 500 hours during a year, 8
2. The activity is a significant participation activ33. Id.
34. Id.
35. I.R.C. § 469(cX 1XB) (1986). For a discussion of the definition of an activity, see infra
notes 88-100 and accompanying text.
36. I.R.C. § 469(hX1) (1986).
37. Temporary
regulations
are
Internal
Revenue Service
administrative
pronouncements, carrying the force and effect of law. They are ordinarily issued when
their promulgation is of an urgent nature such that the cost of a complete hearings process
is not justified. Regulations may be general or legislative. General regulations are issued
under the general authority of Section 7805(a) or other authority but do not have the
precedential value of legislative regulations. Legislative regulations are specifically
authorized where Congress effectively delegates law-making authority to the IRS (Raabe,
Whittenburg, & Bost, West's Federal Tax Research, West Publishing Co.: St. Paul, MN, pp.
80, 615).
As authorized specifically by Section 469(1) (1), the temporary regulations for passive
losses are legislative in nature. Persuant to the Technical and Miscellaneous Revenue Act of
1988, temporary regulations issued after October 31, 1988 must also be issued in proposed
form, allowing for the hearings process to occur simultaneously with the implementation of
the temporary regulations. Also pursuant to the Act, the temporary regulations may
remain in effect for a maximum period of three years.
38. Temp. Reg. § 1.469-5T(aXl) (1988).
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ity. .for a taxable year, and the individual's
aggregate participation in all significant participation activities during such year exceeds 500
hours,3 9
The individual participates in the activity for
more than 100 hours during the taxable year, and
such individual's participation in the activity for
the taxable year is not less than the participation
in the activity of any other individual.. .for such
40
year,
The individual's participation in the activity for
the taxable year constitutes substantially all of the
participation in such activity of all individuals... for the year,4 1
The individual materially participated in the
activity... for any five taxable years (whether or
not consecutive) during the ten taxable years that
immediately precede the taxable year,4 2
The activity is a personal service activity.. .and
the individual materially participated in the
activity for any three taxable years (whether or
not consecutive) preceding the taxable year, 43 or
Based on all the facts and circumstances... the
individual participates in the activity on a regular, continuous, and substantial basis during such
year.4 4

Each of the seven tests will be discussed and planning strategies for satisfying the tests will be discussed in the following
sections.
A.

THE "MORE THAN

500 HOURS" TEST

The first test, and the safest means of establishing material
participation, is to participate in the activity for more than 500
hours a year. 45 For example, assume "A" is an individual in activities #1 and #2. "A" estimates that he/she will participate in
39.
40.
41.
42.
43.
44.
45.

Temp.
Temp.
Temp.
Temp.
Temp.
Temp.
Temp.

Reg.
Reg.
Reg.
Reg.
Reg.
Reg.
Reg.

§ 1.469-5T(aX4)
§ 1.469-5T(aX3)
§ 1.469-5T(aX2)
§ 1.469-5T(aX5)
§ 1.469-5T(aX6)
§ 1.469-5T(aX7)
§ 1.469-5T(aX1)

(1988).
(1988).
(1988).
(1988).
(1988).
(1988).
(1988).
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activity # 1 for 515 hours during 1988 and he/she will participate
in activity #2 for 470 hours during 1988. "A" will be considered
to have materially participated in activity #1, and the income,
losses, and credits from activity # 1 will have active status thus
utilizing these losses and credits to his/her advantage. "A" will not
be considered to have materially participated in activity #2, and
the income will be classified as passive and "A" will be forced to
disallow shares of the losses and credits in activity #2.46
B.

THE "SIGNIFICANT PARTICIPATION" TEST

The temporary regulations also allow an aggregation of certain interests for the purposes of determining material participation in the "Significant Participation" test.4 7 Under this test,
active status for an individual's significant participation activities is
granted if an individual's aggregate participation in all his/her significant participation activities during the year exceeds 500
hours.48
An activity qualifies as a significant participation activity
under the temporary regulations of 1988 if:
1.
2.

3.

The taxpayer participated in each activity more
than 100 hours during the year,4 9
The activity is within the Temporary Regulation
Section 1.469-lT(eX2) definition of a trade or
business, 50 and
The individual does not materially participate in
the activity under any of the other six tests of
material participation.51

The following examples illustrate the workings of the "Significant Participation" test.
Example 1. Assume that F has an ownership interest in activity # 1 and devoted 250 hours of service during 1988. Activity # 1
is fairly large and a few other individuals worked more hours than
F. F also has ownership interests in two other activities, #2 and
#3. In 1988, F participated in activity #2 for 80 hours and activ46. See supra note 20 and accompanying text.
47. Temp. Reg. § 1.469-5T(aX4) (1988).
48. Id.
49. Temp. Reg. § 1.469-5T(cX2) (1988).
50. Temp. Reg. § 1.469-5T(cXlXi) (1988). The term "trade or business" may include, to
the extent provided in regulations, any activity in connection with a trade or business and
any activity to which expenses are allowable as a deduction under section 212 of the
Internal Revenue Code. I.R.C. § 469(cX6X1986).
51. Temp. Reg. § 1.469-5T(cXlXii) (1988).
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ity #3 for 325 hours. In both activities (#2 and #3), other individuals participated more than F. Activities #1 and #3 are
significant participation activities.5 2 Furthermore, since F participated in activities #1 and # 3 for 675 hours, more than 500 hours
in total, F is a material participant in activities #1 and #3, and
those interests are active. However, activity # 2 is not a significant
participation activity, and as such must be classified as passive. 5 3
Example 2. Assume that K is an individual with an ownership
interest in activity # 1. K performed 350 hours of service for # 1
in 1988. Other individuals worked for # 1 more than K. K also has
ownership interests in two other activities, #2 and #3. K participated in activity #2 for 75 hours and activity #3 for 125 hours.
Other individuals worked more than K in these activities as well.
Thus, K devoted a total of 550 hours to the three activities. If all
three activities are significant participation activities (that is, meet-'
ing all three criteria), K will be treated as a material participant
with respect to each. However, K's interest in activity #2 is not a
significant participation activity, 4 and the aggregate hours
devoted to significant participation activities # 1 and #3 total only
475 hours. Since K's activities do not total 500 hours, K will not be
considered a material participant with respect to any of the interests. As a result, each interest will be a passive activity and K will
not receive any relief from Section 469.
Example 3. Assume Q is an individual, with an ownership
interest in activity # 1. R is the only other individual with an
interest in # 1, and # 1 has no employees. In 1988, Q participated
in #1 for 175 hours and R participated in #1 for 125 hours. Q
also has ownership interests in activities #2 and #3. In 1988, Q
performed 200 hours of service for each #2 and #3. Activities
#2 and #3 had other individuals that performed more services
than Q. Q has ownership interests in three activities that he
devoted more than 100 hours to individually, 55 and in the aggregate, his participation in all three activities was 575 hours. However, Q has only two significant participation activities, #2 and

52. F participated for at least 100 hours in each, and it's assumed that all activities are
an accepted trade or business and F does not materially participate under any other test.
See notes 48-50. All examples discussing the significant participation test will be assumed to
be acceptable trades or businesses, and the owner will not materially participate under any
other test unless noted otherwise.
53. F did not participate in #2 for 100 hours. See supra, note 48.
54. K did not participate in #2 for 100 hours. See supra, note 48.
55. See Temp. Reg. § 469-5T(cX2) (1988).
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In these two activities, Q participated for only 400 hours in
1988. Q's interest in activity # 1 is not a significant participation
activity for Q will be a material participant in activity # 1 under
the "100 Hours Plus" test.57 Since Q's participation in # 1 is material under another of the six tests of material participation, it can#3.56

not be a significant participation activity.58 As a result, the hours of

participation by Q in activity # 1 cannot be used to achieve the
501 aggregate hours of significant participation needed for active
status under "Significant Participation" test. Thus, Q cannot qualify under the "Significant Participation" test for material participation for activities #2 and #3.
The temporary regulations contain a hidden trap for taxpayers who own interests that are considered significant participation
activities, but fail to satisfy the requirements for material participation. If a taxpayer's passive activity gross income from all significant participation passive activities exceeds passive activity
deductions from all passive significant participation activities, a
portion of the passive gross income will be considered income that
is not from a passive activity,5 9 and as such will be ineligible to
offset passive losses. The portion of the gross income from each
significant participation activity that must be recharacterized as
non-passive gross income is equal to a ratable portion of the activity's net passive income. 60 The ratable portion of the net passive
income is determined by multiplying the amount of such income
by a fraction (total passive net income from significant participation activities/ total positive
passive net income from significant
61
participation activities).
For illustration purposes, consider the significant participation
interests of individual A as presented in Table 1:

56. See supra notes 48-50. Q participated in an acceptable business activity for more
than 100 hours and did not meet any of the other six tests. Id.
57. See supra notes 66-68 and accompanying text.
58. Temp. Reg. § 1.469-5T(cXlXii) (1988).
59. Temp. Reg. § 1.469-2T(fX2Xi) (1988). The intent of Section 469 was to prevent the
sheltering of positive income sources through the use of tax losses derived from passive
business activities. See S. Rep. No. 313 99th Cong., 2nd Sess., Vol. II, at 716, 719 reprinted
in 1986-3C.B. 716, 719 (1986).
60. Temp. Reg. § 1.469-2T(fX2Xi) (1988).
61. Temp. Reg. §§ 1.469-2T(fX2XiXA) & (B) (1988). Total positive passive net income
from significant participation activities is defined as only the net passive income from
activities that qualify as significant participation activities. Id.
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TABLE 1

Significant ParticipationActivities of A
Total
Activity
Hours of Participation
Passive Gross Income
Passive Deductions
Net Passive Income

1

2

3

150
1,000
200

160
1,600
400

120
200
800

430
2,800
1,400

800

1,200

(600)

1,400

All three of the activities have more than 100 hours of participation, and as such are significant participation activities. The
"Significant Participation" test is not satisfied, however, since the
aggregate participation in all three of the activities is less than 501
hours. Were it not for the trap of Temporary Regulation Section
1.469-2T(fX2Xi) individual A would be able to offset the passive
loss of $600 with the passive income of $2,000 generated by activities #1 and #2. The balance of the passive income ($1,400)
would be available to offset any other passive losses that individual
A may have, including any suspended passive losses from prior
years.
Unfortunately, since the combined passive gross income of the
interests ($2,800) exceeds the passive deductions ($1,400), a ratable portion of activities # 1 and # 3's gross passive income must be
recharacterized as non-passive gross income. The portion of activities #1 and #3's gross income that must be recharacterized is
determined by multiplying their net passive incomes by total passive net income ($1,400) over total positive net income ($2,000).
As a result, $560 of activity #1's ($800 x $1,400/ $2,000) and $840
of activity #3's ($1,200 x $1,400/$2,000) gross income is treated as
income from non-passive activities. After the recharacterization,
the significant participation activities of A would be treated as
presented in Table 2:

1989]
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TABLE 2
Significant ParticipationActivities of A After Recharacterization
Under Temporary Regualtion Section 1.469-2T(f)(2)(i)

Total
Activity
1
2
3
Hours of Participation
150
160
120
430
Passive Gross Income
1,000
1,600
200
2,800
Passive Deductions
200
400
800
1,400
Net Passive Income
800
1,200
(600)
1,400
Gross Income
Recharacterization as
Non-Passive
(560)
(840)
-0(1,400)
Post Recharacterization
Net Passive Income
240
360
(600)
-0The end result of the recharacterization above is the inability
of individual A to use the $1,400 of recharacterized income to offset any other passive losses or any suspended passive losses from
prior years. It also insures that the $1,400 of recharacterized
income is subject to the income tax in the current tax year.
1. Tax Strategiesfor the "More Than 500 Hours" and
"SignificantParticipation"Tests
The following strategies may be utilized to best utilize the
"More Than 500 Hour" and "Significant Participation" tests:
a.

Combined Activities

If two undertakings are part of the same business activity, it
may be possible to establish material participation with respect to
the activity as a whole. It may be difficult and in some cases impossible to combine two separate activity interests into one activity,
but individuals may be able to take advantage of this strategy. In
example 1, which was discussed earlier, 2 if either activity # 1 (250
hours) or activity #3 (325 hours) was combined with activity #2
(80 hours), the resulting combined activity # 1-2, (330 hours) or
# 3-2 (405 hours) would be a significant participation activity. Participation in all of the activities would exceed 500 hours and as a
result active status would be achieved under the "Significant Par62. See supra notes 48-50 and accompanying text.
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ticipation" test.6 3
b.

Make Use of a Spouse

Spousal work can provide a simple and effective solution for a
busy individual with ownership interest in which the individual is
not able to work the requisite 501 or 101 hours to pass either the
"More Than 500 Hours" test or the "Significant Participation" test.
The individual's spouse may perform work to make up any deficiency in hours. As discussed earlier, work performed by an individual's spouse is deemed to have been performed by the
individual.6 4
The possibility of spousal participation should be considered as
part of any decision to acquire additional ownership interests.
Further, if the activity is one that lends itself easily to spousal participation, the individual will have more control over the application of his/her time. Thus, the individual will have the freedom to
concentrate his/her participation in those activities needing
his/her skills without endangering active status for the activities in
which his/her spouse is participating. In addition, the possibility
of spousal participation can take on added importance should the
individual become physically unable to participate in an activity.
A spouse's participation may be the sole guarantee that an activity
retains it's active status during an unplanned absence by the
individual.
c.

Upgrade Significant Participation Activities

Taxpayers who own significant participation activities need to
65
be certain that they can pass the "Significant Participation" test.
Under the recharacterization scheme of Temporary Regulation
Section 1.469-2T(f )(2)(i), even if the significant participation activities generate overall net income, it is impossible to offset passive
losses with that net income. 6 6 The individual is better served by
having all significant participation activities treated as non-passive,
for at least all losses generated by significant participation activities can be fully deducted.

C. THE "100 HOURS PLUS" TEST
The "100 Hours Plus" test for establishing material participa63.
64.
65.
66.

See
See
See
See

supra notes
supra notes
supra notes
supra notes

46-50
29-31
46-50
58-60

and
and
and
and

accompanying
accompanying
accompanying
accompanying

text.
text.
text.
text.
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tion is even more liberal than the "Substantial Participation" test.
Under this test, an individual will be considered to have materially
participated in an activity if the following two requirements are
met:
1. The individual participates in the activity for
more than 100 hours,6 7 and
2. The individual's participation in the activity is
greater than any other individual's (including
those with no ownership interest) participation
in the activity.8
For example, assume that E has ownership interests in activities # 1 and # 2. E participated in activity # 1 for 110 hours and in
activity #2 for 115 hours. Z, an employee with no ownership
interest in activities #1 and #2, participated in activity #1 for
125 and in activity #2 for 105 hours. E and Z performed all the
duties necessary to operate both activities. Although E participates in activity # 1 for more than 100 hours, Z has 15 more participation hours than E. E's interest in # 1 will be passive unless E
can satisfy another test. Thus, E would not be considered to materially participate in activity #1, on the basis of the "100 Hour"
test. E's interest in activity #2 will be active, under the "100
Hours Plus" test, since E had more than 100 hours of participation
in the activity and E's participation was greater than any other
69
individual's.
1.

Tax Strategiesfor the "100 Hours Plus" Test

Several plans may be used to satisfy the "100 Hour Plus" test.
They are as follows:
a.

Replace an Employee with a Spouse

As discussed earlier, the participation of a spouse is attributed
to the individual. 70 Hence, in the illustration above, if E's spouse
worked for 25 hours in the place of employee Z, E's total participation would have been 135 hours (110 of E's plus 25 attributed from
E's spouse). Further, Z's total participation would have been 85
hours. Thus, E would have participated more than 100 hours, and
67. Temp. Reg. § 1.469-5T(aX3) (1988).
68. Id.
69. This conclusion assumes Z is the employee who participated the most in activity
#2.

70. See supra notes 29-3 1 and accompanying text.
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participated more than any other individual. Therefore, activity
# 1 would have been active under the "100 Hours Plus" test.
b.

Reach a Consensus Among Owners About the Level of
Participation Each Individual Will Contribute to the
Activity

This strategy is especially important if an individual is contributing more than 100, but less than 500 hours of service to an activity. If the owners can agree on the number of hours each will
participate, the "100 Hours Plus" test can be used to maximize the
number of active interests among the individuals. To illustrate,
assume A and B each own an interest in activity # 1 and each of
them participates in #1's activities for 350 hours. No other individual works for or owns an interest in # 1. Further assume that A
and B decide to form an activity with C. Activity #2 will require
a total of 550 hours of participation from A, B, and C to conduct it's
business. The most advantageous participation levels in #2 would
be as follows: A-175 hours, B-175 hours, and C-200 hours. This
participation scheme would provide active status for all the ownership interests. The calculation is explained as follows:
1. A and B would be material participants in activities # 1 and #2. Both A and B will participate in
two significant participation activities (#1 and
#2). Each of them will participate 350 hours in
activity #1 and 175 hours in activity #2. Since
the aggregate number of hours of participation
for both A and B will be greater than 500 hours,
they will both pass the "Substantial Participation" test.
2. C would be a material participant in activity #2
under the "100 Hours Plus" test. C's participation in activity 2 is greater than 100 hours and
greater than any other individual's.
Once an agreement is reached concerning participation
levels, compliance with the agreement is vital. If it becomes
apparent the activity requires more or less participation than the
agreement calls for, a new agreement should be negotiated to
insure maximum material participation is maintained. For example, after the agreement above was reached, A realized that activity #2 would require 75 more hours of participation than the 550
hours agreed to by all three owners. A, not wanting to burden B
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and C with additional participation, unilaterally decided to contribute the additional 75 hours of work to activity #2. As a result
the actual participation levels in activity #2 were: A-250, B-175,
and C-200. Despite A's good intentions, his unilateral action
results in passive status for A's interest in activity # 1 and C's interest in activity #2. All three individual's interests in the two activities can be analyzed as follows:
1. A's participation in activity #2 is greater than
100 hours and greater than any other individual's. Thus, A would be a material participant
with respect to activity #2, under the "100
Hours Plus" test. A's interest in activity #1
would remain a significant participation activity,
but A has no other significant participation activities since activity #2 qualifies under the "100
Hours Plus" test. Thus, A would not be a material
participant in activity # 1.
2. B would still be a material participant in activities
#1 and # 2 under the "Significant Participation"
71
test.
3. C no longer passes the "100 Hours Plus" test
since A's participation is greater than C's. C's
interest in activity #2 is a significant participation activity, but like A, C has no other significant
participation activities. Thus, C would lose material participation status with respect to activity
#2.
These unfortunate results could have been avoided had A not
acted unilaterally. The three owners should have agreed to contribute the additional 75 hours of participation in activity #2 in a
manner that would assure C's participation remains greater than
A's or B's.
D.

THE "SUBSTANTIALLY ALL" TEST

The "Substantially All" test is the most liberal of the four
independent tests to determine material participation. An individual will be considered to materially participate in an activity if
71. B participated in the activities for more than 100 hours, and does not qualify under
any other test. It is assumed that both activities qualify as trades or businesses under the
temporary regulations. For a further discussion of the "Significant Participation" test, see
notes 46-50 and accompanying text.
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that individual contributes substantially all of the participation for
the activity during the taxable year.7 2 Like the "100 Hours Plus"
test, all other individuals who participate in the activity, even
those with no ownership interest, must be considered.73 This test
should benefit individuals with an activity that does not require
more than 100 hours of participation, such as selling Christmas
trees for a few weeks in December. Unfortunately, a definition of
"substantially all" is not provided. Thus, individuals desiring to
materially participate in an activity under this test must be careful
to limit the work performed by other individuals. To be safe, no
more than a nominal amount of work should be performed by any
other individual.
Next, two interdependent tests will be discussed. Unlike the
four preceding independent tests, the following two tests are
interdependent with the other five tests.
E. THE "FIVE OUT OF TEN" TEST
The fifth test created by the temporary regulations grants
material participation to an individual with respect to an activity
once he/she has materially participated in the activity for any of
five tax years during the ten tax years that immediately precede
the tax year in question.74 The five qualifying75 material participation tax years do not need to be consecutive.
1. Tax Strategy for the "'FiveOut of Ten" Test
a.

Rotate Participation Among Activities

The best strategy for utilizing the "Five Out of Ten" test is to
rotate participation among activities. If an individual has ownership interests in several activities and is unable to materially participate in each of them every year, he/she may be able to
structure his/her participation to take advantage of the "Five Out
of Ten" test. For example, assume A has ownership interests in
three activities. A-desires to participate in all three of the activities for no more than 1,100 hours a year in total. By properly
structuring his/her participation, A can materially participate in
all of the activities under the "Five Out of Ten" test as illustrated
in Table 3:
72.
73.
74.
75.

Temp. Reg. § 1.469-5T(aX2) (1988).
Id.
Temp. Reg. § 1.469-5T(aX5) (1988).
Id.
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TABLE 3
Structuring Participationfor the "Five Out of Ten" Test

Activity

#1

#2
#3
Year
Hours in Each Activity
1.
501
501
20
2.
501
501
20
3.
20
501
501
4.
501
20
501
5.
501
20
501
6.
20
501
501
7.
501
20
501
8.
-0501
-0The interdependent nature of the "Five Out of Ten" test is
apparent here. A must first establish material participation with
respect to the activities under one of the other five tests. A passes
the "More Than 500 Hours" test with respect to activity # 1 in
years 1, 2, 4, 5, and 7.76 After year 7, A will be a material participant in activity # 1 in years 8 through 11 under the "Five Out of
Ten" test, since he/she materially participated in the activity in
five out of the ten preceding tax years. Thus, no additional participation is required by A in the activity once the test has been met
for the years in question.
A will also be granted material participation status with
respect to activity #2 for years 9 through 11, and with respect to
activity #3 for years 8 through 13 under the "Five Out of Ten"
test. Again, it is necessary for A to establish material participation
for activities #2 and #3 under one of the other five tests before
the "Five Out of Ten" test can be applied.7
F.

THE "PERSONAL SERVICE" TEST

The "Personal Service" test is similar to the "Five Out of Ten"
test for it is interdependent with the other five tests. However, it
is an easier test to pass. Under the "Personal Service" test, the
activity must be a personal service activity and the individual
"materially participated" in the activity for any three tax years
preceding the tax year in question. If these criteria are met, the
individual will be considered to have materially participated in the
76. See supra notes 44-45 and accompanying text for a discussion of the "More Than
500 Hour" test.
77. Activities #2 and #3 both qualify under the "More Than 500 Hour" test. See
supra notes 44-45 and accompanying text.
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tax year in question.7 8 An activity is defined as a personal service
activity if personal services are performed in the fields of law,
health, engineering, architecture, accounting, actuarial science,
performing arts, consulting, or any other activity in which capital
is not a material income-producing factor. 79 The qualifying years
of material participation need not be consecutive.8 0 Any three tax
years will suffice.
1.

Tax Strategy for the "PersonalService" Test

To utilize this test, individuals should increase participation in
personal service activities if they have not materially participated
in the activity for three years. Further, once an individual has
materially participated for three years in a personal service activity, he/she is guaranteed lifetime material participation status for
that activity. Thus, once that lifetime status is achieved the individual can devote his/her time to other interests and still retain
the tax advantages of material participation.
G.

"FACTS AND CIRCUMSTANCES" TEST

The final test established by the temporary regulations allows
material participation by an individual to be established on the
facts and circumstances surrounding an activity.8 1 The requirements of material participation under this test are not clear.
The temporary regulations restate the requirements for material participation contained in the code, 2 but do not offer any new
guidance as to what type of facts and circumstances constitute
material participation. 3 The Treasury Department declined to
offer specific guidance on the "Facts and Circumstances" test in
this set of temporary regulations.8 4 However, the Treasury
Department stated that the following three factors cannot be considered for the purposes of establishing material participation
under the "Facts and Circumstances" test:
1. An individual that establishes material participation through standards other than those contained in the Internal Revenue Code Section 469,
78. Temp. Reg. § 1.469-5T(aX6) (1988).
79. Temp. Reg. § 1.469-5T(d) (1988).
80. Temp. Reg. § 1.469-5T(aX6) (1988).
81. Temp. Reg. § 1.469-5T(aX7) (1988).
82. Compare Temp. Reg. § 1.469-5T(aX7X1988) with I.R.C. § 469(hX1X1986).
requirements are "regular, continuous, and substantial participation." Id.
83. Id.
84. Temp. Reg. § 1.469-5T(bXl) [Reserved] (1988).

The
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or the regulations under that section, will not be
considered to materially participate for the purposes of the passive loss rules8 5
2. Services performed in the management of an
activity will not be treated as material participation, unless no other individual receives compensation for such services and no other individual
performs more management
services than the
86
individual in question.
3. Participation in an activity for less than 100 hours
will be conclusive of a lack of material participation.17 This provision does not affect material participation under the "Substantially All" test.88
This test gives the taxpayer little information regarding qualification, making it very likely that material participation status
would be denied by the Internal Revenue Service. Thus, it would
be prudent to await future regulations or criteria established by
the courts before planning to establish material participation
under the "Facts and Circumstances" test.
IV. DEFINITION OF AN ACTIVITY
For each of the seven tests of material participation, the issue
of what constitutes an activity can be critical. For example, if it is
possible to combine several interests into one activity, passing the
"More Than 500 Hours" test or the "Significant Participation" test
would be easier. Conversely, an individual may want to assure
that an interest is kept separate from his/her other interests if it
satisfies the "100 Hours Plus" or the "Substantially All" test on its
own.
The Treasury Department has yet to issue guidance concerning the definition of an activity. However, Treasury Department
spokesmen continue to promise that temporary regulations are
forthcoming.8 9
Transitional rules regarding the definition of an activity were
issued in August of 1988.90 The transitional rules were originally
85. Temp. Reg. § 1.469-5T(bX2Xi) (1988).
86. Temp. Reg. § 1.469-5T(bX2Xii) (1988).
87. Temp. Reg. § 1.469-5T(bX2Xiii) (1988).
88. Id.
89. G. Marich (Treasury Department, Office of Tax Legislative Counsel), remarks at
meeting of the American Institute of Certified Public Accountant's Tax Division (Dec. 8,
1988), reported in 7 TAX MGT. WKLY. REP. 1539 (Dec. 12, 1988) (BNA Wash. D.C.).
90. I. Rev. Not. 88-94, 1988-35 I.R.B. 25.
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intended to provide guidance for the preparation of 1987 returns
only, but Treasury Department spokesmen recently have indicated the transitional rules will be applicable until the temporary
regulations defining activities are finally released. 9' The transitional rules offer the following guidelines when determining what
is to be treated as an activity for the purposes of the passive loss
rules:
1. Vertically integrated activities (e.g., manufacturing, wholesaling, and retailing substantially similar property) may be treated as part of the same
activity, although it may also be reasonable to
treat the different operations as separate
activities, 92
2. It is reasonable to treat operations that 93provide
similar goods or services as one activity,

3.

It is permissible to treat business operations as
part of the same activity if they are conducted at
the same location and owned by substantially the
same persons in the same proportions,94
4. Rental real estate activities may be treated as one
activity or as multiple activities,9" and
5. It is not reasonable to treat rental operations 96as
part of a non-rental operation, and vice-versa.
The Treasury Department warned that no inferences should
be drawn from the transitional rules to the forthcoming regulations, 97 and indeed they appear more lenient than what Congress
may have intended. The Senate Finance Committee Report
addressed the issue generally. According to the report, in determining whether activities may be combined, divided, etc., normal
commercial practices must be observed.98 For example, a number
of real estate rental projects under one operator, but in separate
locations, will be deemed separate activities. 99 This is in direct
contrast to the transitional rule above.
91.
92.
93.
94.
95.
96.
97.
98.
739-741
99.

Marich, supra, note 88 at 1539.
I. Rev. Not. 88-94, 1988-35 I.R.B. 25.
Id.
Id.
Id.
Id.
Id.
S. Rep. No. 313, 99th Cong., 2d Sess. 716, 739-41, reprinted in 1986-3 C.B. 716,
(1986).
Id.
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The Senate Report also stated that an activity will be deemed
to include other dissimilar activities only if normally offered collectively to the public (e.g., department stores).1 0 0 Further, the
Report declared that an activity must be viewed in a realistic economic sense. Criteria to be examined include the degree of economic interrelationship and integration.' 0 ' This would imply that
activities using the same set of books, advertising, and other marketing services, management or employees, financing arrangements, and manufacturing processes should be combined. The
transitional rules allow a combination of interests with economic
interdependence, but do not mandate it.
The definitive determination of what an activity is for the purposes of the passive loss rules will not be settled until the Treasury
Department issues Temporary Regulation Section 1.469-4T. Until
that time, the transitional rules give the taxpayer considerable
flexibility.
V.

CONCLUSION

Individuals who participate in an activity have many planning
opportunities to avoid holding passive interests. One of the seven
tests of material participation can be met by many individuals
holding interests. The criteria for attaining material participation
are not stringent; however, the ramifications of not materially participating in an activity can be severe.
One last caution is in order. Passing a test of material participation simply assures classification of the related activity as a nonpassive activity for the purposes of Internal Revenue Code Section
469. To deduct any losses, the taxpayer still must comply with the
"At Risk Provisions" of Internal Revenue Code Section 469, the
"Hobby Loss Rules" of Internal Revenue Code Section 183, and
other deduction limitation sections of the Internal Revenue
Code.1 0 2 Thus, the "Hobby Loss Rules" of Internal Revenue Code
Section 183103 may prove to be especially troublesome for a tax100. Id.
101. Id.
102. See I.R.C. § 263A (1986). There are other deduction limitation sections of the
Code that may affect the deductibility of certain costs, see I.R.C. § 263A (1986)
(Capitalization and inclusion in inventory costs of certain expenses); see I.R.C. § 267 (1986)
(Transactions with related parties); see I.R.C. § 280A (1986) (Disallowance of certain
expenses in connection with business use of home, rental of vacation homes, etc.); and I.R.C.
§ 280F (1986) (Limitations on depreciation expense for listed property).
103. I.R.C. § 183(a)-(dX1986) (under the "Hobby Loss Rules" a rebuttable presumption
is made that the taxpayer is not engaged in the activity for profit if net income is not shown
in the activity in three out of the last five tax years).
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payer whose activities qualify for material participation under the
"100 Hours Plus" test and the "Substantially All" test, due to the
limited amount of time devoted to those activities.
There is no need for individuals or their spouses to "passively"
accept the tax blows dealt by Internal Revenue Code Section 469
and the temporary regulations issued under that section. A few
well-planned steps can eliminate the potential tax cost involved in
having an activity classified as passive if one desires active status,
and vice-versa. Further, the steps necessary to execute a plan can
often be taken without major changes in the level of participation
an individual must commit to an activity. Thus, individuals who
participate in an activity can still gain tax advantages under Internal Revenue Code Section 469.

